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What Are POBSs?

¢ Pension Obligation Bonds (POBs) are bonds issued by states and local municipalities
(Plan Sponsors) to refund, in the capital markets, all or a portion of their Unfunded
Actuarially Accrued Liabilities (UAAL)

¢ POBsare not issued by pension systems, nor are the pension systems liable for the bonds

¢ Plan Sponsors use bond proceeds to retire all or a portion of the UAAL, with savings
resulting from the lower taxable bond market rates versus the pension system'’ s actual
earnings rate, which is effectively the Plan Sponsor’ sinterest cost

— Debt service derived from taxable bond market rates islower than the actuarially
projected employer’s contribution that reflect the higher plan earnings assumption
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Why Are POBs Back? — The “Perfect Storm”

¢ Reduced Portfolio Vauations

¢ Enhanced Retirement Benefits

¢ Historically Low Interest Rate Environment

¢ Widespread fiscal stress at all levels of government
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Why Are POBs Back?
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National POB |ssuance

¢ 1n 1993, Sonoma County, CA started the
first wave of POBs with its $97.4 million
financing

¢ Sincethen, over $32 hillion of POBs have
been issued nationally

¢ In 2003 several States issued POBs
— Illinois — Kansas
— Wisconsin — Oregon

National POB |ssuance by State
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California POBs

¢ There have been $7.9 billion
(25 transactions) POB
financings completed in the
State of Cdlifornia since 1994

< In 2003, 10 different
Cadlifornialoca governments
issued $2.2 billion of POBs

¢ 2004 issuance has been robust

¢ Because of CaPERS
Investment underperformance
in FY 2001-03, PERS
members are facing amassive
increase in employer
contribution rates (0-25% of
payroll)
— Many PERS agencies are

actively evaluating POBs
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Understanding the Whole Pension Funding Picture

¢ UAAL only one piece of Pension
Funding Program — normal cost and
unrealized losses

¢ Typical actuarial smoothing
methodologies result in alagging
liabilities

¢ Many plans have a5 year smoothing
approach (CaPERS is 3 years) whereby
unrealized losses are phased in at 20%

annually, and are not bondable until
actuarially realized

¢ Although they are not bondable,
unrealized losses present a significant
rating/disclosure issue

Typical Pension Funding Layer Cake
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Impact of Lagging Valuations & Smoothing Methodologies

¢ Under existing CaPERS procedures, each Fall the member agency receives an annual report
from CalPERS indicating its required contribution rates for the next fiscal year, based upon

actuarial valuations approximately 18 months earlier
— Inherent in this methodology is a2 year lag between actuarial asset values and market

returns

CalPERS Actuarial Process
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Impact of Lagging Valuations & Smoothing Methodologies

¢ Reportsissued in Fall 2003, which set employer contributions for FY 2004-05, reflect 3
years ending 6/30/02

¢ PERS member agencies should expect further contribution increasesin FY 2005-06
reflecting three years ended 6/30/03

— Additional impact of lowering rateto 7.75%

Assumed Rate of Return vs. Actual Market Return
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Structuring Considerations

Prior UAAL as Benchmark
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POB Market Environment

POBs Remain Cost-Effective for Plan Sponsors

Current POB Pricing @
o 30year POB financing <= 6% s

Stl | | Vi abl e Current Interest Bonds Capital Appreciation Bonds
. . Maturity Benchmark T-Yield Spread Yield Benchmark T-Strip Spread Yield
¢ Adding an element of variable 9/1/2005  5/05 6.500% 1.830%  0.150%  1.980% 8/15/2005 2.020%  0.500%  2.520%
9/1/2006 5/06 4.625% 2.360%  0.400%  2.760% 8/15/2006 2.530%  0.600%  3.130%
rate debt can further enhance 9/1/2007  5/07 4.375% 2.810%  0500%  3.310% 8/15/2007 2.990%  0.650%  3.640%
. . 9/1/2008 5/08 5.625% 3.140%  0.550%  3.690%  8/15/2008 3.290%  0.650%  3.940%
POB economics and prowde 9/1/2009 7/09 3.625% 3.390%  0.600%  3.990%  8/15/2009 3.630%  0.650%  4.280%
: ¥ 9/1/2010 8/11 5.000% 3.910%  0.630%  4540%  8/15/2010 3.900%  0.650%  4.550%
cost-effective callabil 'ty 9/1/2011 8/11 5.000% 3.910%  0.650%  4.560%  8/15/2011 4120%  0.650%  4.770%
9/1/2012 8/12 4.375% 4.080%  0.650%  4.730%  8/15/2012 4320%  0.680%  5.000%
9/1/2013 8/13 4.250% 4.230%  0.650%  4.880%  8/15/2013 4.490%  0.680%  5.170%
9/1/2014 8/13 4.250% 4230%  0.650%  4.880% 8/15/2014 4.650%  0.700%  5.350%
9/1/2015 8/13 4.250% 4230%  0.750%  4.980% 8/15/2015 4780%  0.700%  5.480%
9/1/2016 8/13 4.250% 4230%  0.850%  5080% 8/15/2016 4.940%  0.700%  5.640%
9/1/2017 8/13 4.250% 4230%  0.900%  5130% 8/15/2017 5.050%  0.700%  5.750%
9/1/2018 8/13 4.250% 4230%  0.950%  5.180% 8/15/2018 4.160%  0.700%  4.860%
9/1/2019 8/13 4.250% 4230%  0.980%  5210% 8/15/2019 5.260%  0.700%  5.960%
9/1/2020 8/15/2020 5.330%  0.700%  6.030%
9/1/2021 8/15/2021 5.390%  0.700%  6.090%
9/1/2022 8/15/2022 5.450%  0.700%  6.150%
9/1/2023 8/15/2023 5470%  0.700%  6.170%
9/1/2024 2/31 5.375% 5.070%  0.500%  5570% 8/15/2024 5.500%  0.700%  6.200%
9/1/2025 8/15/2025 5510%  0.700%  6.210%
9/1/2026 8/15/2026 5.530%  0.700%  6.230%
9/1/2027 8/15/2027 5.530%  0.700%  6.230%
9/1/2028 8/15/2028 5.530%  0.700%  6.230%
9/1/2029 8/15/2029 5.530%  0.700%  6.230%
9/1/2030 8/15/2030 5.530%  0.700%  6.230%
9/1/2031 8/15/2031 5.530%  0.700%  6.230%
9/1/2032 8/15/2032 5.530%  0.700%  6.230%
9/1/2033 8/15/2033 5.530%  0.700%  6.230%
9/1/2034 8/15/2034 5.530%  0.700%  6.230%
(1) Asof August 12, 2004, 9/1/2035 2/31 5.375% 5.070%  0.650%  5.720% 8/15/2035 5.530%  0.700%  6.230%
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The Case for Variable Rate

¢ Maintain call flexibility
¢ Lower overall cost
¢ Better nexus between assets (Pension fund) & liabilities (POBs)?

CalPERS Actuarial Investment Returnvs. 1 Year LIBOR
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* Beginning 6/30/02 performance figures are reported as gross of fees.
Source: CalPERS and Lehman Brothers

T v wmm = 2 = == T o ot - ——— ———. —_ o



Potential Risks of POBs

¢ New benefits and other actuarial dynamics can create a new UAAL

¢ Underperformance of pension system investments vs. POB Cost of Funds
— Market timing risk increases with lump sum investment

CalPERS Historical Investment Return vs. 7.75% Earnings Assumption
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¢ 6.00% represents an assumed fixed rate bond yield, a portion may be variable.
* Higtorical averageisa geometric average based on all available CalPERS published returns data. Beginning 6/30/02 performance figures are reported as gross of fees. Source: CalPERS
1. Through 6/30/04
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Not a Recommended A pproach:

“If we take a late retirement and an early death,
we’ll just squeak by.”

source: Business Week, July 20032
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